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American Institute of Accountants 
Library and Bureau of Information 
DECEMBER, 1929 SPECIAL BULLETIN No. 33 
[The Committee on Administration of Endowment authorizes the 
publication of special Bulletins, of which this is one, on the distinct 
understanding that members are not to consider answers given to 
questions as being official pronouncements of the Institute, but merely 
the individual opinions of accountants to whom the questions were 
referred. It is earnestly requested that members criticise freely and 
constructively the answers given in this or any other Bulletin of this 
series.] 
STOCK DIVIDENDS 
Question. I should be glad to have the opinion of some leading members of 
the Institute on the proper treatment of stock dividends received from compa-
nies which make a practice of declaring such dividends regularly in lieu of cash 
dividends, such, for instance, as Goldman Sachs Trading Company, North 
American Company, and South Eastern Power and Light Company. 
Answer. I am in receipt of your letter transmitting an inquiry from a mem-
ber of the Institute regarding the proper accounting treatment of stock divi-
dends received from corporations which declare such dividends regularly in lieu 
of cash dividends. This is a question of growing importance upon which some 
difference of opinion exists. 
The first view is that such dividends should be treated in the same way as 
other stock dividends and should not be regarded as in any part a proper credit 
to income. As is well known, the question in regard to stock dividends in gen-
eral was before the supreme court and that court felt that the dividends were 
so clearly not income that it must hold the taxation of them as income to be 
unconstitutional. 
The second view is that such dividends are income to the extent that they 
represent a capitalization of earnings. It is pointed out that a stock dividend 
produces substantially the same effects as the payment of a cash dividend and a 
contemporaneous subscription to capital stock. In the stock dividend cases, 
however, the court held that the two forms of transactions were not identical 
and in any case the difference in form might quite properly justify a difference in 
the taxable status. 
A third point of view has been advanced that periodical stock dividends are 
income to the extent of the market value of the stock distributed. Where, 
however, the market value exceeds the amount capitalized by the payor cor-
poration in respect of the dividend this course seems clearly to involve the 
treatment of unrealized appreciation as a credit to income contrary to all es-
tablished accounting principles. 
In my judgment the soundest policy is to take no credit to income for stock 
dividends received, whether the dividends are irregular or periodical. I believe, 
however, that a substantial argument can be advanced in favor of treating peri-
odical stock dividends as income when received to the extent of the earnings 
represented thereby; that is to say, the amount of earnings per share capitalized 
by the paying corporation in respect of the dividend. 
In order to answer your correspondent's question completely it is perhaps 
necessary to consider the treatment of a sale of stock received as a stock divi-
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dend, If no credit is taken to income account when a stock dividend is received 
the cost per share of the total stock held is reduced by reason of the increase in 
the number of shares held. On a subsequent sale of any of the stock the profit 
or loss is determined by the reduced cost and enters into the account under the 
heading of "Profits and losses on sales of securities." If a dividend is treated 
as income when received to the extent of the earnings capitalized in respect 
thereof, this credit goes to income account under the heading of "Dividends 
received," and the asset account on the books is increased correspondingly. 
A new book value per share is thus determined and forms the basis of a compu-
tation of profit or loss on the subsequent sale of the stock. In cases where 
the distinction between interest and dividend account in profits on sales of 
securities is of importance, this latter treatment probably results in a fairer 
apportionment between the two classes of income. I am altogether opposed 
to crediting income with the market value of dividend stock as and when 
received, since, as stated above, this involves the inclusion of unrealized 
appreciation in the income account. 
Answer. It is assumed that the question relates to corporate accounting and 
not to the accounts of individuals. 
The proper treatment of stock dividends received in cases in which the 
distribution of such dividends in effect represents the capitalization of the cur-
rent income, in the opinion of the writer, is, first, to value the shares of dividend 
stock received under a specific authorization by the board of directors upon a 
basis bearing some definite relation to the market value of such stock after the 
date of record for the stock dividend, and to credit the amount of such valua-
tion to income account as stock dividends received. 
The relation, which the price used in such valuation should bear to market 
must depend upon the judgment of the directors. The market price used as 
the basis should not be the price for any one day but should represent a fair 
average of several days. Sufficient margin should be provided by means of a 
reserve or otherwise between market price and the valuation at which the 
shares are set up to cover the amount of income tax payable upon the additional 
profit which would result from a sale of the entire investment due to the receipt 
of the shares in question. Such a reserve may be unnecessary if the original 
holding is carried at a value very much below the market for such shares over 
an extended period. The directors must also decide whether the market 
price following the record date for the dividend is unduly affected by abnormal 
conditions. 
Second, in stating the income account, the item of stock dividends should be 
shown specifically with a general indication as to the basis of valuation; as for 
example, "Stock dividends received taken at average market prices following 
the dates of record for such dividends." If the amount of stock dividends re-
ceived is comparatively small, they may be included with other income from 
investments, which in that case, however, should be described as "(Including 
stock dividends valued at $-— taken at market prices following the dates of 
record for such dividends.)" 
Answer. This question should be viewed from two angles: first, that of taxes 
and, second, that of sound accounting principles. From neither viewpoint do I 
see any reason for departure from the usual method of treating stock dividends. 
The fact that they are considered in lieu of cash dividends does not seem to me 
to be pertinent. Actually, the investment of the owner in stocks of each of 
these companies has not changed and is merely represented by a greater number 
of certificates. Realization of any income or profit on the investment is post-
poned until some of the stock is sold or until the payment of cash dividends is 
begun. The only entries necessary, to my mind, in connection with these divi-
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dends is an historical entry increasing the number of shares representing the 
investment but not in any way altering the dollar value at which such invest-
ment appears. Of course, if any part of the stock received as dividends is sold, 
then it is necessary to determine the proper proportion of cost applicable to the 
shares sold and in that connection, for tax purposes, the stock dividends must 
be apportioned ratably among the various purchases of the stock on which it is 
declared in the event that the investment represented a succession of separate 
purchases. 
Answer. When stock is received as a dividend representing a distribution of 
current earnings, and such stock is sold, it seems to be the consensus of opinion 
at this time that the proceeds can properly be treated as income, but of course it 
is more conservative to take into income only the excess of the proceeds of sale 
over the average cost of all the shares held, including the dividend stock at no 
value. In any event, the relation of the book value of the unsold stock to its 
market value must not be overlooked. 
When the stock is not sold, there are three alternatives as to the amount at 
which it may be taken up on the books as an asset and credited to income: 
(1) at no value; (2) at the amount charged by the issuing company against its 
surplus; (3) at market value. Obviously, in many cases the first of these alter-
natives would constitute an unnecessary hardship on the recipient. At the 
other extreme is the third method. This practice is, of course, in conflict with 
the traditional accounting theory that profits should not be taken up until 
realized, but in some cases it appears to be justified. It would seem that the 
second alternative is the most logical. The theory is that stock dividends from 
earnings should be valued by the recipient the same as by the issuing company 
(as in the case of cash dividends), for the reason that the same amount is re-
ceived by the recipient as is parted with by the issuing company; namely, the 
amount charged against the surplus of the issuing company, however arbitrary 
that may be in the case of dividends paid in stock. 
It should be borne in mind that all the foregoing applies only to stock divi-
dends representing distributions of earnings, and not to so-called "split-ups". 
While it is rather indefinite, it is all that we are prepared to say on the subject 
at present, in view of its controversial nature. 
Answer. A short outline of the procedure in the case of the North American 
Company will serve as an illustration in our consideration of such stock divi-
dends as are referred to in the question. 
For a number of years that company, instead of paying cash dividends on its 
common stock, has paid regular quarterly dividends in common stock at the 
rate of 2½% per quarter. 
The common stock, which is listed on the New York stock exchange, has no 
par value. During the year 1928 the quoted market price ranged from 58 to 
97. During 1929 the price has ranged from 6 6 ½ to 186. 
The company's earnings for 1928 equaled $4.68 per share on the average 
number of shares outstanding, but by selling his dividend stock at, say, the 
middle price, 77½, a stockholder would realize $7.75 per share. 
The effect of the dividend policy is, then, that the company retains the 
whole of its earnings for the further development of its business and properties, 
while the stockholder who sells his dividend stock receives in cash considerably 
more per share than he could receive from a distribution in cash of the entire 
earnings for the year. On selling his dividend stock the equity of the stock-
holder is reduced since his proportionate share diminishes as the outstanding 
stock is increased. There should be no reduction in the earnings per share 
so long as the rate of earnings on the additional capital provided out of 
profits is not less than that on the original capital. The dividend policy 
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has been effective since October 1923; the following figures are therefore of 
interest: 
Earnings per share on common stock out- V 
standing at the end of the year 
Finally, the dividends are charged against surplus at the former par value of 
the stock, namely, $10.00 per share—the common stock having been changed 
from par to no par in April, 1927. 
Having thus reviewed the dividend policy, it may be at once remarked that 
the proceeds of the dividend stock do not represent dividends on investment. 
The policy has been described as being in effect a combination of cash dividends 
and subscription rights. The latter, it seems clear, is an important factor. 
In brief, a stockholder selling his dividend stock is realizing a part of his equity 
and capitalizing a portion of his possible future cash dividends. Any account-
ing to be correct must take cognizance of this feature. 
Answering the question specifically, the dividends referred to, I consider, 
should be treated by a recipient in the same way as any other stock dividend, 
that is, to increase the number of shares held without any change in the aggre-
gate value of the investment, the average cost per share being thus reduced. 
No income accrues to the stockholder merely by receipt of the dividend stock; 
income—or it may be a loss—results only as the stock is realized. Even where 
there is an immediate cash realization of dividend stock, only that portion of the 
proceeds is attributable to income which is in excess or defect of the average 
cost of the stock including the dividend stock then sold. 
Answer. Stock dividends from the companies mentioned are supposed to be 
paid from current income. If not sold, they are not taxable. If sold, they are 
taxable according to a formula which may be found in Montgomery's Income 
Tax Procedure. As far as current income accounts are concerned, I see no 
objection to entering the market value of the stock dividends as income on the 
date of receipt, assuming, of course, that the current earnings of the companies 
paying the dividends are sufficient to justify the distributions and assuming 
further that the market prices of the stocks are no more affected by the dis-
tribution of the stock dividends than is usually the case in the distribution of 
cash dividends. 
I would suggest to your correspondent that a year or so ago an editorial and 
several letters appeared in The Journal of Accountancy discussing the stock-
dividend methods of the North American Company. 
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